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Message to Shareholders 


1998 started out well for Hurricane. Both production and prices showed increases during the first quarter of 1998. The environment 
changed significantly in the second half of 1998 and proved to be very challenging. Internal oil markets in Kazakhstan were 
dramatically impacted by both the world oil price collapse and severe contractions in the Russian and Kazakh economies. The Russian 
currency devaluation in relation to the US dollar, coupled with high oil inventones and low oil prices in Europe, resulted in the entry 
of large volumes of Russian crude and refined products into Kazakhstan. This completely saturated Kazakh markets and severely 
depressed prices. As a result, Hurricane saw dramatic drops in its oil and refined product prices in the last half of the year. This drop 
in prices, coupled with high pipeline tariffs from the Kumkol field to Shymkent refinery, a $20 per tonne Shymkent refining toll 
charge and a dramatic drop in Shymkent’s refinery gate oil purchase quotes, had a significant negative impact on Hurricane’s cash 
flow for 1998. To address this situation, Hurricane curtailed capital expenditures during the third quarter of 1998, reduced its 
expatriate staff by 40%, and moved rapidly to identify significant cost reductions programs and initiatives for 1999. 


Average daily production in 1998 for Hurricane Kumkol Munai was 52,967 barrels of oil per day (“bopd”), an increase of 16% from 
1997. Average daily production for the year peaked during December at 61,220 bopd. Production was curtailed in October and 
November as a result of a scheduled maintenance shutdown at the Shymkent refinery from October 15 to November 11 and due to a 
dispute with the refinery over toll processing volumes and charges. In spite of this, overall average daily production for the year 
increased approximately 7,400 bopd from the 1997 average production of 45,603 bopd. In total, Hurncane produced approximately 
19.3 million barrels of crude oil during 1998 compared to 16.6 million barrels in 1997. 


Hurmicane drilled 20 successful wells in South Kumkol and Kumkol South. Hurricane also contract drilled two wells for a third party. 
Seven successful wells were drilled by the Joint Vent in Kumkol North. Hurncane owns a 100% interest in a 455,672 acre exploration 
license surrounding the Kumkol field. The license was issued in June 1997 and is in effect for five years. Hurricane’s 1998 
exploration program was completed during the third quarter with the drilling of 3 unsuccessful wells and the gathering of 290 miles of 
seismic data. The information collected, along with previously gathered data, will be interpreted before any new exploration wells are 
drilled. 


Hurricane plans to continuously examine opportunities to reduce costs. Hurricane has now refined its cost control systems, and has 
eliminated all discretionary capital expenditures with the exception of approximately $1.5 million for upgrading the central processing 
facility and completing group station 2 in South Kumkol. 


Hurricane experienced a dramatic drop in oil prices during the last half of 1998 from a high (including value added tax (“WAT”)) of $ 
86.25 per tonne ($ 11.13 per barrel) to a low of $ 45.60 per tonne ($ 5.89 per barrel) at the end of the year. Hurricane sold 
substantially all of its production as refined products in the first quarter of 1998. During the second and third quarters Hurricane 
principally sold its production as crude directly to the Shymkent refinery. The relationship between Hurmicane and the refinery 
deteriorated in the third quarter primarily over the issue of toll processing volumes and charges; however, the two parties did reach an 
agreement in November which allowed Hurricane to refine its crude at a toll processing fee of $ 20 per tonne and sell the refined 
products directly to its own customers. 


Hurmicane continued to examine the feasibility of export market opportunities throughout 1998, but because of low world oil prices, 
export markets were not considered economic. 


During 1998 Hurncane developed plans for the Gas Utilization Project which remains a component of Hurricane’s strategy to 
optimize the use of associated gas derived from its oil field production operations at Kumkol. A Protocol of Intent was prepared that 
committed all stakeholders to supporting the project. The protocol was signed by Hurricane Kumkol Munai, Kumkol LUKoil JV, and 
the Kazgermunai Joint Enterprise along with the regional governments of the Kyzylorda and Karaganda Oblasts and the central 
ministries of Ecology and Energy. 


Market conditions in Kazakhstan continue to look bleak into early 1999. Hurricane’s reliance on oil and refined product demand in 
depressed Kazakh markets is being addressed though continued assessment of economic alternatives for oil exports. In the second 
quarter of 1999, Hurricane entered into three export contracts. The first contract was signed with Standard Oil Limited, SA on April 9, 


1999 and entails exporting up to 50,000 tonnes per month of crude by train through Russia to the Black Sea. The price is tied directly 
to Brent and is exempt from VAT. First shipments occurred in the second half of May with a total of 30,700 tonnes being sold in 
May. The other export contracts involves selling crude and mazut into China through the China Halyu International Group. The 
contracts were signed on May 9, 1999 and first rail shipments of 10,000 tonnes of crude and 10,000 tonnes of mazut are scheduled for 
June. After that, it is anticipated that up to 50,000 tonnes per month of crude and 50,000 tonnes per month of mazut will be exported 
into China. Volumes and prices are negotiated on a monthly basis. Exports to China are exempt from VAT. The two oil contracts 
entail the export of up to an aggregate of 100,000 tonnes of oil per month, representing approximately 30% of Hurncane’s anticipated 
production. 


On the domestic market side, demand and pricing conditions in Kazakhstan for oil and refined products are expected to improve in the 
later part of 1999 if world prices remain at current levels. However, improvements can be expected to lag significantly behind world 
market benchmarks for oil and refined products. 


On April 23, 1999 Hurricane announced that it had entered into a Letter of Intent with KazkommertsBank (“KKB”) in which the two 
parties agreed to negotiate the acquisition by Hurmcane of OAS Shymkentnefteorgsyntez (“ShNOS”), the company which owns the 
Shymkent refinery. Details of the transaction are subject to further negotiations between the parties, completion of satisfactory due 
diligence reviews by both parties and addressing Hurricane’s long term debt position. 


In relation to Hurticane’s long term debt, the interest payment that was due on May 1, 1999 for the US $105 million 114% Senior 
Unsecured Note Issue due November 2004 was not paid. Also the interest payment due June 1, 1999 for the Canadian $110 million 
11% Senior Unsecured Note Issue due March 2002 was not paid. 


On May 14, 1999 Hurricane and its wholly owned subsidiary, Hurricane Overseas Services Inc., obtained an Order from the Court of 
Queen’s Bench of Alberta, Judicial District of Calgary, under the Companies’ Creditors Arrangement Act (“CCAA”). The CCAA 
Order permits the Company the opportunity to implement its restructuring plan and stays all legal proceedings for an initial period of 
thirty days. The plan is expected to provide for full conversion of the debt to equity, the acquisition of ShNOS, and new equity 
infusions. On June 11, 1999 the Court has extended the order to September 30, 1999 providing Hurricane files its plan for 
restructuring by July 22, 1999. Hurmcane and ShNOS are completing due diligence. 


1998 OPERATING HIGHLIGHTS 
Average Daily Production — bopd 32,967 
Total Production — millions of barrels 19.33 


Wells Drilled on Hurmcane Operated Lands 


Kumkol Souths... 4.-cee) tee eee 12 

South Kumkol 2 cngocntho eee eee 8 

Qyzylkiya, Aryskum, & Maibulak ...... 0 

Hurricane EXDIOraliOny taasuane Poe 3 
TOTALS, S00 RY DAD... eee 23 
Wells Drilled on Joint Venture Lands 

Kumkol-LukOil JV (Kumkol North) ... 7 


Kazgermunia JV 
Number of Producing Wells as at Dec 31 (1) 
Land Holdings — acres (2) 
Gross Licensed Field Area 396,145 


Exploration License Area 455,672 


1. Producing fields include Kumkol South, Kumkol North and South Kumkol. 
2. Total gross acres of which Hurricane has 100 per cent interest. 


AVERAGE DAILY PRODUCTION PER QUARTER - Net to Hurricane (bopd) 


BALL GEREN Ge een ee 


Management’s Discussion and Analysis 


The following discussion and analysis should be read in conjunction with Hurricane’s Consolidated Financial Statements and 
any other financial information included herein. Hurricane maintains its accounting records and publishes its statutory 
financial statements in accordance with Canadian corporate and securities regulations. All figures are expressed in US 
dollars. 


This discussion contains certain forward-looking statements within the meaning of US federal securities laws. Actual results 
and the timing of certain events could differ materially from those projected in the forward-looking statements due to a 
number of factors. 


Overview 

Hurricane Hydrocarbons Ltd. is an independent international energy company based in Calgary, Canada engaged in the exploration 
for, development and production of oil and natural gas in Kazakhstan. Hurricane owns interests in eight fields, all of which are 
located in the South Turgai Basin of central Kazakhstan. 


Recent Events 

During the year ended December 31, 1998, Hurmcane expenenced a number of financial and operational difficulties, including a 
reduction in its oil production volumes in Kazakhstan and a significant reduction in the price it was receiving in Kazakhstan for its 
crude oil production. This resulted in a severe shortage of cash resources in the last half of 1998 and the first few months of 1999. 
This cash flow shortage resulted in the non-payment by the Company of some of its trade debt and employee wages as well as the 
default in the payment of interest on a portion of its long-term debt on May 1, 1999. As a result, on May 14, 1999, Hurmcane and its 
wholly owned subsidiary, Hurricane Overseas Services Inc. (“HOSI"), obtained an Order from the Court of Queen’s Bench of 
Alberta, Judicial District of Calgary, under the Companies’ Creditors Arrangement Act (the “CCAA Order’). 


The CCAA Order permits Hurmcane the opportunity to negotiate and implement its proposed restructuring plan. The plan currently 
provides for the full conversion of Hurncane’s long-term debt obligations (having a principal amount at December 31, 1998 of 
US$176,871,937) to common shares, the acquisition of OAO Shymkentnefteorgsyntez (“ShNOS”), the company which owns the 
Shymkent Refinery pursuant to a Letter of Intent entered into on Apmil 23, 1999 between Hurmcane and JSC KazkommertsBank and a 
new equity infusion. Extensive due diligence and negotiations are currently being conducted by all parties to these transactions. The 
plan is subject to satisfactory completion of such due diligence, legal documentation and stakeholder and regulatory approvals. 


Change in Fiscal Year 

Hurricane changed its fiscal year end from June 30 to December 31 effective for the six month transition period ended December 31, 
1997 (Transition 97). The fiscal year was changed in order to present a fiscal year that is standard for most oil and gas companies of 
comparable size to Hurmicane. Hurricane had completed the Hurmcane Kumkol Munai (HKM) acquisition effective November 30, 
1996. The fiscal 1997 results, being June 30, 1996 to June 30, 1997, include the results of HKM for only the seven months period 
following the effective date of the HKM acquisition. 


Accounting Policies 

The financial results for 1998 have been prepared on the basis of accounting principles applicable to a “going concern”. The ability 
of Hurricane to continue as a “going concern” is dependant upon a number of factors which include resolution of operating issues 
surrounding the refining and marketing of its production and modification of the Company's capital structure. Should the “going 
concern” assumptions no longer be appropriate, the financial information contained herein does not give effect to adjustments that 
would be necessary. In such a case, the amounts realizable with respect to its assets may be materially less. 


Hurmicane follows the full cost method of accounting for oil and natural gas properties. Under this method, all costs relating to the 
exploration for and the development of, oil and natural gas properties are capitalized. The capitalized costs are depleted and 
depreciated on a unit-of-production method, based on proved reserves before royalties. 


Costs of exploration in new cost centres, together with related land costs, are excluded from costs subject to depletion until it 1s 
determined whether or not proved reserves are attributable to the properties or if impairment has occurred. 


Capitalized costs are subject to a cost recovery test (the “ceiling test”). Under this test, costs accumulated in each cost centre are 
limited to the estimate of future net revenues from production of estimated proved reserves at prices and costs in effect at the year 
end, plus the cost of major developments and unproved properties less any impairment of such costs and less estimated future interest 
expense, administrative costs, future site restoration costs and income taxes attributable to those operations. If the net carrying cost 
exceeds the ultimate recoverable amount as computed under the test, a writedown is recorded. 


Year ended December 31, 1998 Compared to Six Months ended December 31, 1997 

The 1998 financial results were characterised by a severe reduction in oil prices in the second half of the year in a product saturated 
market in Kazakhstan. The general decline in world oil pnces which commenced in late 1997 negatively impacted oil prices in the 
Kazakhstan market starting in May, 1998. Economic difficulties emanating from Russia in the second half of 1998 caused a decline 
in demand in Kazakhstan as well as increased competition from Russian producers of oil products. Prices continued to decline until 
well into 1999 and have only recently started to show signs of a modest recovery. 


Production 

Production volumes were reduced from 55.6 thousand barrels per day in the third quarter of 1998 to 43.1 thousand bartels per day in 
the fourth quarter as a result of an extended maintenance shutdown at the Shymkent refinery during October and November. Sales 
volumes declined even further from an average of 59 thousand barrels per day in the third quarter of 1998 to 37 thousand barrels per 
day in the fourth quarter. Production for the 1998 fiscal year was 19.3 million barrels of oil compared to 8.6 million barrels during 
Transition 97. This growth reflected the Company's focus during 1997 and the first half of 1998 on increasing the productive 
capacity of the Kumkol fields. 


Sales 

Average realized prices during 1998 were $8.95 per barrel on total sales of 19.2 million barrels compared to $10.64 per barrel on a 
total of 8.8 million barrels during Transition 97. Pnces during the fourth quarter of 1998 were $5.87 per barrel compared with $9.61 
per barrel during the first nine months reflecting a steady decrease during the second half of the year. 


Production Expenses 

In spite of a focus on cost control and a general reduction in activity levels towards the end of 1998, the decline in volumes of oil sold 
resulted in continued high levels of fixed production expense and general and administrative costs on a per barrel basis. Production 
expenses for 1998 were $75.5 million or $3.93 per barrel of oil sold compared to $28.4 million or $3.22 per barrel during Transition 
97. This increase reflected higher pipeline tanffs and an increased percentage of oil being processed through the refinery during 
1998. 


Provision for Doubtful Accounts 

Difficult economic conditions in Kazakhstan and increased competition in the market place resulted in a general decline in the credit 
quality of Hurmcane’s accounts receivable. This led the Company to increase its reserve for doubtful accounts by $15.0 million 
during 1998. This reserve was offset by $2.5 million of Value Added Tax (“WAT”) associated with the sales which gave rise to those 
accounts receivable and which is recoverable from VAT payment obligations. 


Royalties 
Most of the Company’s royalties are calculated on a sliding scale based on annual production volumes. As a result, royalty rates 


declined in the fourth quarter of 1998 due to the significant drop in production volumes. Royalties for 1998 were $12.2 million or 
$0.63 per barrel of oi! sold, compared to $6.9 million or $0.78 per barrel for Transition 97. 


General and Administrative Expenses 
General and administrative expenses for 1998 were $41.0 million compared to $13.7 million during Transition 97. A large part of the 


increase was attributable to a lower level of activity related to capital projects during 1998 as projects were curtailed or discontinued 
as economic conditions worsened. This resulted in the costs of related support services, which had previously been capitalized, being 
written off as period costs during 1998. 


Interest and Deferred Financing Costs on Long-Term Debt 

Interest and deferred financing costs were $30.5 million during 1998 compared to $$6.9 million during Transition 97. Part of the 
increase was due to the fact that the US Notes were issued in late November 1997 and so were reflected for only a portion of 
Transition 97. The other significant increase was attributable to $7.5 million of deferred financing costs which were wnitten off as a 
result of the reclassification of the long-term debt to current liabilities. In addition, the unamortized discount on the Canadian Notes 
related to the value of the Series 5 Warrants of $1.1 million has been fully recognized as expense. The reclassification occurred as a 
consequence of the default under the two note indentures related to the application for the CCAA Order on May 14, 1999. 


Depletion and Depreciation and Ceiling Test Write-Down 

The most significant item on the income statement for 1998 was the ceiling test write-down of $173.4 million. At the end of the third 
quarter, the Company had reported that, based on oil prices in effect during the year up to September 1998, a ceiling test write-down 
was not required but that if prices in effect at September 30, 1998 were used, a substantial write-down would have been required. By 
the end of 1998, oil prices in Kazakhstan had dropped to less than $5.00 per barrel and as a result, although there had been no 
significant adjustments to reserves, the calculation of the ceiling test under Canadian Generally Accepted Accounting Pmrnciples 
resulted in a write-down of $173.4 million. This represented the full amount of the depletable pool and was in addition to the regular 
charge of $42.8 million based on the normal application of the unit-of-production method in 1998. 


Foreign Exchange Gain 

The foreign exchange gain of $5.4 million in 1998 represents a number of items including the recognition of the balance of the 
deferred gain of $6.5 million related to the Canadian Notes due 2002 which were reclassified on the occurrence of the Event of 
Default as described above. 


Income Taxes and Government Charges 

In spite of the significant loss sustained during the year, taxes and other governmental charges totalled $22.6 million. This amount 
included charges related to 1997 filings which in some cases have been actively appealed by the Company. If the Company is 
successful in its appeals, the consequent reductions will likely be applied against future liabilities. In light of the uncertainties in the 
timing of recoveries, the Company has chosen to provide for these items at this time. 


Net Income 

The combination of these factors resulted in a loss for the year of $229.3 million or $5.18 per share on 44.2 million shares outstanding 
compared to a net income of $15.8 million or $0.37 per share on 42.8 million shares outstanding during Transition 97. The 1998 loss 
eliminated the opening retained earnings and created a retained earnings deficit of $199.0 million at year end. 


Cash Flow from Operations 
The 1998 cash flow deficiency from operations was $11.9 million or $0.27 per share compared to a cash flow from operations of 
$32.0 million or $0.75 per share for Transition 97. 


Assets 

The capital expenditures of $113.7 million and the combination of the depletion and depreciation charges of $42.8 million and the 
ceiling test wnte-down left a balance for capital assets of $76.8 million representing the non producing and depreciable assets of the 
Company. Current assets were $47 million at year end including $29.8 million of accounts receivable and $13.1 million of inventory. 


Liquidity and Cash Resources 

The shortage of cash resources which became more severe towards the end of 1998 was reflected in an increase in accounts payable 
from $22.8 million at December 31, 1997 to $45.2 million at the end of 1998. This cash shortage has continued to worsen during the 
first half of 1999 and has caused the Company to default on the payment of interest on its U.S. dollar denominated long-term debt on 
May 1, 1999. The Company subsequently filed for protection from its creditors under the Companies’ Creditors Arrangement Act. 
This filing constitutes an act of default under the trust indentures governing both of its outstanding long-term debt issues. For this 
reason, the long-term debt of $175.8 million is categorised as a current liability on the balance sheet. As a result the total of current 
liabilities was $223.8 million. Before the effect of the long-term debt reclassification, the Company’s working capital deficit was 
approximately $1.8 million. 


Shareholders’ Equity 
The retained earnings deficit of $199.0 million has resulted in a negative shareholders’ equity of $93.9 million at December 31, 1998. 


Transition 97 Compared to Six Months Ended June 30, 1997 

As a result of the HKM acquisition effective November 30, 1996 and the fact that, effective December 31, 1997, Hurricane changed 
its fiscal year end from June 30 to December 31, the result of operations for the six months ended December 31, 1997 (Transition 
1997) are not directly comparable with those for the fiscal year ended June 30, 1997. Dumng the month of December 1996, a large 
part of the operations of HKM, in particular the marketing activities, were conducted in accordance with arrangements entered into by 
the former owners and management. 


Prior to the HKM acquisition, Hurricane’s operations were restricted to a minimal oil and gas production operation in Canada and the 
funding of its 20 per cent interest in the Turan Petroleum Joint Enterpnse. The assets acquired in the HKM acquisition have 
accounted for virtually all of the revenues and expenses since that date. For these reasons, the most meaningful period for comparison 
with Transition 1997 is the six month period ended June 30, 1997 (Comparative Period). The results for the Comparative Period were 
not audited and have been compiled in US dollars from the unaudited quarterly reports issued by Hurncane. 


Production 

Production for the six months ended December 31, 1997 was approximately 8.6 million barrels compared with 8.0 million bartels in 
the six months ended June 30, 1997. In Transition 1997, the production from Kumkol South, which is 100 per cent owned and 
operated by Hurmicane, was approximately 7.0 million barrels compared to 6.6 million barrels in the Comparative Period. Production 
attributable to Hurricane from Kumkol North, in which the Company has a 50 per cent interest through Kumkol-LUKoil, was 
approximately 1.6 million barrels in the six months ended December 31, 1997 compared to 1.4 million in the six months ended June 
30, 1997. Production from South Kumkol which 1s also 100 per cent owned and operated by Hurmcane, and which was brought on 
stream in December of 1997, was approximately 7,000 barrels in Transition 1997. 


Sales 
Sales volumes for the six months ended December 31, 1997 increased by 27.5 per cent to 8.8 million barrels compared to 6.9 million 
barrels in the Comparative Period. As a result of the increased sales volumes, revenue from oil sales in Transition 1997 were $93.9 
million compared to $73.0 million for the six months ended June 30, 1997. Pmrices for crude oil and refined products remained 
relatively constant throughout the 1997 calendar year. 


Interest Income 
Interest income in Transition 1997 was $0.9 million compared to $0.6 million in the Comparative Period as a result of the investment 
of the net proceeds from the issuance of the 11 % per cent US Notes. 


Production Expenses 
Production expenses for the six months ended December 31, 1997 were $28.4 million or approximately $3.22 per barrel of oil sold 
compared to $17.8 million or $2.59 per barrel of oil sold in the Comparative Period. The principal reason for the increase on a per 
barrel basis was a downward adjustment in the carrying value of inventory which was made at the year end to reflect the lower prices 
being received for heating oil in the winter of 1997-98. 


Royalties 
Royalties for the six months ended December 31, 1997 were $6.9 million or $0.78 per barrel of oil sold compared with $3.5 million or 
$0.50 per barrel of oil sold in the Comparative Period. Hurricane enjoyed a royalty holiday in respect of the production from Kumkol 


South from the date of the HKM acquisition to April 21, 1997. This royalty holiday resulted in the lower average royalty rate during 
the six months ended June 30, 1997. 


General and Administrative Expenses 
General and administrative expenses for the six months ended December 31, 1997 were $13.7 million compared with $14.1 million in 
the Comparative Period. General and administrative expenses include the costs, net of relative revenues, for many of the non-oil 
divisions of HKM such as the transportation division and the agricultural division. As a result, this item is subject to fluctuation from 
time to time. On a per barrel basis, general and administrative expenses declined from $2.06 to $1.56 reflecting the increased sales 
volumes during the six months ended December 31, 1997 versus the six months ended June 30, 1997. 


Interest 
Interests costs for the six months ended December 31, 1997 were $6.9 million compared to $2.6 million for the Comparative Period. 
The increase was attributable to the increase in Hurricane’s level of debt resulting from the issuance of the US notes. Interest costs for 
the six months ended June 30, 1997 reflect only the Canadian notes which Hurncane had issued in March 1997. 


Depletion and Depreciation 
Depletion and depreciation for the six months ended December 31, 1997 was $15.9 million compared to $14.3 million in the 
Comparative Period. The rates per barrel were $1.81 and $2.08 respectively. The rate per barrel declined for the three months ended 
September 30, 1997 from $2.08 to $1.64 as a result of an upward revision in reserves as of September 1, 1997. The significant 
upward revision in reserves as at January 1, 1998 was accompanied by a significant increase in the estimated cost of developing and 
producing the reserves. This resulted in an increase in the rate of depletion per barrel which partly offset the previous reduction. 


Income Tax 
The charges for income tax represents current and deferred Kazakhstani corporate tax in respect of the profits of HKM. The charge 
for income tax for the six months ended December 31, 1997 was $7.1 million or 31 per cent of income before tax, compared to $9.4 
million or 44 per cent for the six months ended June 30, 1997. During Transition 1997, certain structures and arrangements were put 
in place to charge HKM with costs which had been incurred on behalf of HKM by Hurncane Hydrocarbons Ltd. These arrangements 
resulted in a reduction in the consolidated effective tax rate. 


Net Income 
The net income for Transition 1997 was $15.8 million ($0.37 per share based on a weighted average of 42.8 million shares 
outstanding during the period) compared with $11.9 million for the Comparative Pernod and $12.4 million for Fiscal 1997 (equivalent 
to $0.39 per share calculated based on 31.8 million shares being the weighted average number of shares outstanding during Fiscal 
1997). 


Cash Flow from Operations 
Cash flow from operations was $32.0 million for the six months ended December 31, 1997 ($0.75 per share calculated based on 42.8 
million shares outstanding during the penod) compared to $26.7 million for the six months ended June 30, 1997 and $30.2 for Fiscal 
1997 (equivalent to $0.95 per share calculated based on 31.8 million shares being the weighted average number of shares outstanding 
during Fiscal 1997). 


RISKS 


Commodity Price Risks 

To date, Hurricane has sold virtually all of its production in the domestic market in Kazakhstan at prices which, for the most part have 
been significantly below the equivalent world market price, adjusted for transportation and quality differentials. In the future, 
Hurricane plans to increase production levels and to sell the incremental production in export markets at prices which would be more 
closely tied to world market prices. At that time, fluctuations in world prices will have a more direct impact on Hurricane’s financial 
results. To date, Hurncane has not used hedging programs to protect against fluctuations in oil prices because of the lack of 
correlation between Hurmicane’s sales prices and benchmark world market prices. 


Foreign Exchange Risks 
Hurncane Hydrocarbons Ltd. reports in US dollars and has operations which use US dollars, Canadian dollars and Kazakhstani tenge. 
Hurricane posts its sales prices in US dollars and although sales are, for the most part, made in tenge, payment is usually made before 


delivery so that the exposure to loss through a reduction in value of the tenge is minimized. Most of Hurmicane’s operating costs are 
denominated in tenge, and thus tenge bank balances are maintained in addition to US and Canadian dollar balances. There is no 
significant forward market in the tenge, accordingly, no real hedging instruments are available. Hurricane’s exposure to changes in 
the value of the tenge is restricted to the net amount of the tenge bank balance and the tenge accounts receivable and payable is partly 
offset by the ongoing requirement for tenge for regular operating costs. 


In March, 1977, Hurricane issued five year Canadian dollar notes in an aggregate principal amount of Cdn $110 million. This was 
equivalent to approximately $80 million at the time of issue and at December 31, 1997 was equivalent to approximately $71.9 
million. Hurricane has elected not to hedge this exposure, and at this time, is exposed to changes in the value of the Canadian dollar 
against the US dollar. The Company continues to review its alternatives in this regard and may choose to hedge the exposure at some 
time in the future. 


Risks of Doing Business in Kazakhstan 

Hurticane’s operations and assets are located in the Republic of Kazakhstan, a member of the Commonwealth of Independent States. 
Kazakhstan has been independent of the former Soviet Union since December 16, 1991 and is ruled by a President and a Parliament 
which are elected by the general population. There are risks inherent in operating in a country which has been independent for such a 
relatively short period of time and which does not yet have an extended history of political and economic stability. In light of this, 
Hurmicane has purchased an insurance policy to protect itself from certain of the political risks to which it is exposed. 


Business Concentration Risk 

All of Hurmicane’s oil production is delivered by pipeline to the Shymkent Refinery in Southern Kazakhstan. Hurricane has the option 
of selling the crude to ShNOS, the owners of the refinery, or paying ShNOS a fee to refine the oil and selling the refined products in 
competition with ShNOS and others. The processing fee has been set at $20 per ton in a contract which expires in September 1999. 
Beyond that date, there is no assurance that the fee will not change or that processing services will continue to be made available to 
Hurmcane. During 1998, Hurricane was unsuccessful in its attempt to persuade the Kazakhstan Anti-Monopoly Commission to reduce 
the fee which ShNOS is charging for the processing of Hurricane’s oil. As a result of these factors, Hurricane may be subjected to 
increased costs and to the potential of receiving non-competitive prices for its crude oil sales. 


Year 2000 Compliance 

Due to the recent purchase and installation of the Company’s information systems, Hurricane and its subsidiaries have no material 
year 2000 exposure. All business applications, technical systems, desktop tools and operating systems currently in use by Hurmicane 
in Calgary, Almaty and Kyzylorda are in full compliance with the year 2000 issue. These systems were purchased and installed in 
1997. 


Hurmicane has a centralized Information Systems department structure through which all information technology purchases flow. This 
purchasing and control system was in place for all past purchases and assures the Company that all future purchases meet established 
standards such as year 2000 compliance. Furthermore, much of Hurmcane’s data pnor to 1997 was not maintained electronically. 
Therefore, the year 2000 will have no matenal effect on historical data. Hurricane maintains no integrated systems with third parties 
or suppliers. As a result, management does not anticipate that Hurncane will incur significant operating expenses or be required to 
invest heavily in computer systems improvements to be year 2000 compliant. Nor does the company anticipate that business 
operations will be disrupted or that its customers will experience an interruption of deliveries or services as a result of the millennium 
change. Hurmcane has inquired of its two major service providers as to their compliance with the year 2000 issue and have been 
advised by them that they are year 2000 compliant. Hurmcane has not been able to obtain independent verification of this assertion. 


Management Report 


All information in this annual report is the responsibility of management. The financial statements necessarily include amounts that 
are based on estimates, which have been objectively developed by management using all relevant information. The financial 
information contained elsewhere in this report has been reviewed to ensure consistency with the financial statements. 


Management maintains systems of internal accounting control designed to provide reasonable assurance that assets are safeguarded, 
transactions are properly authorized and financial records are properly maintained to provide reliable information for the preparation 
of financial statements. 


The Audit Committee of the Board of Directors, comprised of one management and two non-management directors, has reviewed the 


financial statements with management and Deloitte & Touche. The financial statements have been approved by the Board of 
Directors on the recommendation of the Audit Committee. 


RICHARD P. NORRIS FREDERICK A. YOUCK 
Vice President Finance and Vice President Administration 
Chief Financial Officer and Corporate Secretary 


Consolidated Financial Statements of 


HURRICANE HYDROCARBONS LTD. 
December 31, 1998 
Independent Auditors' Report 


To the Shareholders of 
HURRICANE HYDROCARBONS LTD.: 


We have audited the consolidated balance sheets of Hurmcane Hydrocarbons Ltd. (the "Corporation") as at December 31, 1998, 
December 31, 1997 and June 30, 1997, and the consolidated statements of income (loss) and retained earnings (deficit) and changes in 
financial position for the year ended December 31, 1998, the six months ended December 31, 1997 and the year ended June 30, 1997. 
These consolidated financial statements are the responsibility of the Corporation's management. Our responsibility is to express an 
opinion on these consolidated financial statements based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards in Canada. Those standards require that we 
plan and perform an audit to obtain reasonable assurance whether the consolidated financial] statements are free of matenal 
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the consolidated 
financial statements. An audit also includes assessing the accounting principles used and significant estimates made by management, 
as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all matemal respects, the financial position of the 
Corporation as at December 31, 1998, December 31, 1997 and June 30, 1997, and the results of its operations and the changes in its 
financial position for the year ended December 31, 1998, the six months ended December 31, 1997 and the year ended June 30, 1997 
in accordance with generally accepted accounting principles in Canada. 


. —— 
VE aces Vee le rtT 
Calgary, Alberta 


May 25, 1999 Chartered Accountants 
(June 11, 1999 as to Note 13) 


HURRICANE HYDROCARBONS LTD. 


Consolidated Statements of Income (Loss) and Retained Earnings (Deficit) 
(Expressed in United States Dollars) 


Six Months 
Year Ended Ended Year Ended 
December 31 December 31 June 30 
1998 1997 1997 
REVENUE 
Saless. xi alee.25. 5 Ee Be cc. Se os RL $ 171,752,342 $ 93,907,303 $ 84,473,927 
Interestand otherpmncom ci seen eee eee eee 4,196,802 896,875 700,349 
175,949,144 94,804,178 85,174,276 
EXPENSES 

PEOGUCTION SMe i saree eer Se ce nee es 75,491,870 28,444 098 23,604,851 

PLOVISION [OF WEIte=dO WIS ecaereaeete eceneet etn een en tee eee eee 12,500,000 — — 

Royalties :2095.3, SISESS sc. onscreen eee are cane eee 12,176,625 6,850,504 3,471,509 

General and‘administrativet..2..s-e ee ee 41,070,949 13,728,921 15,990,654 

Interest and financing costs on long-term debt (note 7)............. 30,541,244 6,902,840 2,645,356 

Depletion:andidepréeciation tame. isees.a.¢ renee eee erent eeeet se 42,779,328 15,932,966 17,049,249 

Ceiling test Awrité sco win cic tre a eee eae eee ee ecco 173,436,952 — = 

Foreign exchange (gain) lass (noteg jesse ere eeee cece. 2 (5,426,123) 31,594 (65,139) 

382,570,845 71,890,923 62,696,480 
INCOME (LOSS) BEFORE INGOME [TAXUS eee cee (206,621,701) 229 1st) 22477,.796 
INCOME TAXES AND GOVERNMENT CHARGES (note 9) 
Current provision seerg esa eens terteer scene pene teenage eames eect 23,004,404 7,069,467 9,609,725 
Deferred Provision (recoy ery vere mae. se ee eee ee ere eee (360,000) —- 360,000 
RR 25644-40469 AG em 8 0.069 725 ee 
NE TPEINC OMEN OSS) wtscseeteteurrerceereree ceromer ee tecnee meer ereeereeeee (229,266,105) 15,843,788 12,508,071 
RETAINED EARNINGS (DEFICIT), 

BEGINNING. OF PERIOD yea we eee 28,230,441 12,418,403 (57,766) 

Reduction of retained earnings — normal course issuer bid (note 8) (190,530) — -— 

Preferred share "dividends iss stores rere rs sea tne eee eres (60,000) (31,750) (31,902) 
RETAINED EARNINGS (DEFICIT), 

END OF PERIOD sor iiciiectacbscshessssugstatet one tenants teeustaceseccens $(201,286,194) $ 28,230,441 $ 12,418,403 
INCOME (LOSS). PER SHA REs (note: 1) 2) eee ees $ (5.18) $ 0.37 $ 0.39 
Weighted average number of shares Sede 

OOMSTAN GINS cee te cree ects ere pee eee en cen ere ee 44,242,138 42,825,862 31,802,015 


HURRICANE HYDROCARBONS LTD. 


Consolidated Balance Sheets 
(Expressed in United States Dollars) 


ASSETS 
CURRENT 


Cash and! cash equivalents gteestee eet oe aetan. soe nee ene cea cence oe neces ese naar ee 
Short-term imivestiments ce -cqseeeters 202s te caetewene eneetes eames - chs -wresesetarcts 
ACCOUTES FECEIVADIE 4... sctieataceccten teeee bo aseone steer tee eee es eee dun ours 
Inventory (MOE ;4) saa). ceeia cere ce awe -ca-. Sceeccansteraeeten gueee deneaeseuaes eucete Suen 
Prepaidtex pemses cect rcreceeee tee Aspens sa. caer a menarche racer eRans wens 


Long-term accounts receivablei(note 5)..7--2..c-scss-steeesssessaucatcsesesseacarve 
Notes andiloans receivable (note:d)o.5..:.-...0:<--sees seer ee eevee one ee ete 
Capital assets (note'G) .. x. tmndase.d. sesh sen os2sade setae heaters Maccaedt sans anvs sees 
Deferred financing costs, net of accumulated amortization ................... 


LIABILITIES 
CURRENT 


Aceounts payable and accmied: liabilities”.; ccemstes-seesn ee ree eee 
Prepayments for refined products... areata eee 
Taxes payabletandiaccrueds. 2. cccc.scc:-receoe 1 eee ee ee 
Long-termdebt,— reclassified (notes\] and 7) rere eee 


Long-term debt (notes: fiandiy eam aoc. concceeete erent nes ccs ee 
Prowision {on future sitemrestorationrcOsis, weer ree cee eee cee 
Deferred foreign exchange. Cain tix a eeeee ee eee tere eee 
Deferred ancomretaxes ic to 5. donc ee eee wenn oe ee 


COMMITMENTS AND CONTINGENCIES (notes 1, 11 and 13) 


SHAREHOLDERS' EQUITY (NET CAPITAL DEFICIENCY) 


Sharercapital (NOTES). Siicetecr tetas ee eaccatets eee vere meee eee tea eer as 


Retained earnings (deficit) 


APPROVED BY THE BOARD OF DIRECTORS 


LOUIS W. MacEACHERN 
Director 


As At 
December 31 
1998 


$ 1,466,346 
29,827,059 
13,0927328 

2,749,253 


47,134,986 


3,078,000 
2,669,504 
76,804,953 


$129,687,443 


$ 45,155,396 
974,876 
1,870,814 
176,871,937 


224,873,023 


ARES 


136,000 


225,728,418 


105,245,219 


(201,286,194) 
(96,040,975) 
$129,687,443 


meee 


DERICK A. YOUCK 


As At 
December 31 
1997 


due OS s.9 20 


Director 


As At 
June 30 
1997 


$ 22,043,270 


77,261,540 = 
42,445,652 61,080,826 
16,969,592 20,071,677 
3,378,667 868,207 
165,689,373 104,063,980 
2,901,063 492,802 
178,764,362 147,218,526 
7,943,103 3,787,349 
$355,297,901 $255,562.65 
$ 22,810,411 42,097,395 
11,574,813 —_ 
5,742,872 19,538,058 
40,128,096 61,635,453 
180,499,440 77,978,088 
439,610 256: log 
2,796,904 338,873 
360,000 360,000 
136,000 136,000 
224,360,050 140,704,551 
102,707,410 102,439,703 
28,230,441 12,418,403 
130,937,851 114,858,106 
$355,297,901 $255,562,657 
in 


HURRICANE HYDROCARBONS LTD. 


Consolidated Statements of Changes in Financial Position 
(Expressed in United States Dollars) 


CASH PROVIDED BY (USED IN): 
OPERATING ACTIVITIES 
Net income (loss) 
Items not affecting cash: 
Depletion and depreciation 


Ceiling test: WIite-dO Wi sec. ctece ene ene eters eee 
Other non-cash charges .t....--.-...2e3 
Deferred income taxes. 


Deferred financing costs and note discount (note 7).............. 
Deferred foreign exchange gain (Noltews ieee tt ert: 


Cash flow (deficiency) from operations. 


Changes in non-cash operating working 


FINANCING ACTIVITIES 
Proceeds from issue of share 
capital, net of share issuance costs... 
Proceeds from issue of special 
warrants, net of issuance costs .......... 
Proceeds on issue of long-term debt, 
NCOmSSUAnGe;COSS sete Eee ee 


Repayment of notes receivable ............ 
Funds provided from financing.............. 


INVESTING ACTIVITIES 


Acquisition of OJSC Hurncane Kumkol Munai (note 3) 


Capital items’. Seees..0.. 


Cash on hand in OJSC Hurmcane Kumkol Munai at 


datevof acquisition (NOte 5 )at. cere 
Capital expenditures, net of dispositions 
Investment and loans receivable ........... 


Funds used for investing =... eeaneeeee 


INCREASE (DECREASE) IN CASH.. 


CASH POSITION, BEGINNING OF 
CASH POSITION, END OF PERIOD 


PERIOD... 


Year Ended 
December 31 
1998 


$(229,266,105) 


42,779,328 

173,436,952 
(573,470) 
(360,000) 

8,589,359 
(6,497,193) 


(11,891,129) 


99,181,801 


87,290,672 


23347279 


(60,000) 


(113,977,086) 
Cote 


(U13,7435,5527) 


(24,167,576) 
2SO3S922 


$ 1,466,346 


Six Months 
Ended 
December 31 
1997 


$ 15,843,788 


15,932,966 


22.130 


32,028,884 — 


(79,542,098) 


(47,513,214) 


2678707 


100,571,500 
(31,750) 


100,807,457 


(47,295,330) 
(2,408,261) 


(49,703,591) 


3,590,652 
22,043,270 


$ 25,633,922 


Year Ended 
June 30 
1997 


$ 12,508,071 


17,049,249 
ZI 133 
360,000 


30,187,453 


(27,119,726) 


33067,727 


14,535,692 
76,027,994 
76,061,854 


(31,902) 
62,122 


166,655,760 


(124,666,000) 


1,993,000 


~ (122,673,000) 


) 
(27,865,514) 
(492,802) 

) 


18,692,171 
Boo 4099 


$ 22,043,270 


HURRICANE HYDROCARBONS LTD. 


Notes to Consolidated Financial Statements 
(Expressed in United States Dollars) 


BASIS OF PRESENTATION 


The consolidated financial statements have been presented using accounting principles applicable to a going concern, which 
assumes that Hurricane Hydrocarbons Ltd. (“Hurncane” or the “Corporation”) will continue operations in the foreseeable 
future and be able to realize assets and satisfy liabilities in the normal course of business. The following matters cast doubt 
upon the validity of the going concern assumption: 


* Revenues have been severely impacted by both the reduction in prices which have been realized on the sales of crude oil 
and refined products and reduction of sales volumes. As a result of reduced revenues, various unanticipated tax payments, 
increased refining costs and difficulties in receiving timely collection of accounts receivable, operating cash flows have 


been negative. The Corporation has been unable to satisfy its accounts payable and salary obligations as they became due. 


* The Corporation has a working capital deficiency at December 31, 1998 of $177,738,037 including long-term debt 
reclassified as current liabilities. 


* The Corporation has, subsequent to year end, been unable to make interest payments on its long-term debt, resulting in 
defaults under the terms of that debt. As a result, the debt repayment may be demanded prior to maturity. 


* The Corporation has determined that it was necessary to seek protection under the Companies’ Creditors Agreement Act 
(“CCAA”) in order to have an opportunity to restructure its financial affairs. 


The Corporation’s ability to continue as a going concern is dependent upon some or all of the following factors: 


* The ability of the Corporation to restructure its financial affairs including the resolution of the default condition of the long- 
term debt, with the result that protection under CCAA would no longer be required. 


* The improvement of operating results through increased sales volumes and net returns on sales of crude oil and refined 
products. This involves market demand and price improvements, greater access to international markets and improvements 


in the Corporation's cost structure, in general and, specifically, with respect to refined products. 


* Completion of a business combination with the company which owns and operates the refinery which processes the 
Corporation’s crude oil. 


* Raising new financing in the form of debt or equity. 
¢ Successful resolution of certain taxation matters with Kazakhstan taxation authorities. 


If the going concern assumption were not appropriate for these financial statements, significant adjustments would be necessary 
to the carrying values of assets and liabilities, the reported net loss and the balance sheet classifications. 


SIGNIFICANT ACCOUNTING POLICIES 
Principles of consolidation 
Hurncane is an independent international energy corporation engaged in the acquisition, exploration, development and 


production of oil, principally in the Republic of Kazakhstan. Until the fall of 1996, all of the Corporation's operations were 
conducted in western Canada. 


The consolidated financial statements of Hurricane have been prepared in accordance with generally accepted accounting 
principles in Canada and include the accounts of the Corporation, which is incorporated under the laws of Alberta, together 
with the accounts of its subsidiaries which are incorporated under the laws of Canada, Cyprus or Kazakhstan. 


As more fully explained in note 3, effective November 30, 1996, the Corporation acquired all of the Common Shares of GAO 
Yuzhneftegaz, now known as OJSC Hurricane Kumkol Munai ("HKM") from the Republic of Kazakhstan. Accordingly, the 
consolidated financial statements for the year ended June 30, 1997, as presented, include the operations of HKM as at and for 


the seven months ended June 30, 1997. Hurricane's activities in Kazakhstan account for substantially all of the revenues, 
income and assets as reported in the consolidated financial statements from the date of acquisition of HKM. 


Change in year end 
In 1997, the Corporation changed its year end from June 30 to December 31. 
Joint ventures 


Certain of Hurricane's activities are conducted jointly with others through both incorporated and unincorporated joint ventures. 
Accordingly, these consolidated financial statements reflect Hurncane's proportionate interest in such activities. 


Foreign currency translation 
Effective June 30, 1997, the Corporation has chosen to report in United States dollars. Prior years' financial statements 
previously expressed in Canadian dollars have been translated to United States dollars using the rate of exchange in effect at 


June 30, 1996. 


Foreign currency amounts, including those of foreign subsidiaries, are expressed in United States dollars using the temporal 
method as follows: 


* Monetary assets and liabilities — at the rate in effect at year end; 
* Other assets and liabilities — at historical rates; and 


* Revenues and expenses — at the average exchange rates during the period, except for provisions for depletion and 
depreciation which are translated on the same basis as the related assets. 


Gains or losses resulting from such conversions are charged to operations except that gains or losses on conversion to United 
States dollars of long term monetary assets and liabilities are deferred and amortized over the remaining lives of the assets or 
liabilities. Upon reclassification of long-term debt to current (note 7), the Corporation recognized previously deferred foreign 
exchange gains as income in the year ended December 31, 1998. 


Cash and cash equivalents 

Cash and cash equivalents includes term-deposits with original matunty terms not exceeding 90 days. 

Short-term investments 

Short-term investments consist of investments in high-grade corporate bonds and government treasury bills with onginal 
maturity terms ranging between 91 days and one year. These securities are recorded at their year end market values, with 


resulting unrealized holding gains or losses recorded in interest income. The unrealized holding gain on short-term investments 
was $ nil at December 31, 1998 (December 31, 1997 - $786,898, June 30, 1997 - $ nil). 


Inventories 


Inventories of crude oil are recorded at current estimated selling price net of related expenses. Inventories of oil products and 
other inventories are recorded at the lower of cost and net realizable value. 


Petroleum and natural gas properties 


Hurricane follows the full cost method of accounting for oil and gas operations whereby all exploration and development 
expenditures are capitalized on a country-by-country cost centre basis. Such expenditures include land acquisition costs, 
geological and geophysical expenses, carrying charges for unproved properties, costs of drilling both productive and non- 
productive wells, gathering and production facilities and equipment and overhead expenses related to exploration and 
development activities. Proceeds from sales of oil and gas properties are recorded as reductions of capitalized costs, unless the 
cost centre's depreciation and depletion rate would change by a factor of 20% or more, whereupon gains or losses are 
recognized in income. Maintenance and repair costs are expensed as incurred, while improvements and major renovations to 


assets are capitalized. 


Costs accumulated within each cost centre, including provision for necessary future development and site restoration 
expenditures, are depreciated and depleted using the unit-of-production method based upon estimated proved reserves before 
royalties. Significant development projects and expenditures on exploration properties are excluded from the depletion 
calculation prior to assessment of the existence of proved reserves. Costs for unproved properties and major developments are 
evaluated periodically for impairment. 


Capitalized costs are subject to a cost recovery test (the “ceiling test”). Under this test, costs accumulated in each cost centre are 
limited to the estimate of future net revenues from production of estimated proved reserves at prices and costs in effect at the 
year end, plus the cost of major developments and unproved properties less any impairment of such costs, and less estimated 
future interest expense, administrative costs, future site restoration costs and income taxes attributable to those operations. If 
the net carrying cost exceeds the ultimate recoverable amount as computed under the test, a wntedown is recorded. 


The Corporation conducts activities which are not directly related to oil exploration, development and production. Such 
activities, which include road building, construction and other infrastructure activities, are carried on principally in support of 
the exploration, development and production operations of the Corporation. No value was ascribed to the assets related to such 
infrastructure operations at the time HKM was acquired. The entire purchase price not related to the working capital assumed, 
was ascribed to oil and gas properties and related equipment. 


Future site restoration 


The Corporation provides for future site restoration and abandonment costs using the unit-of-production method, based on total 
proven reserves. The provision is included with depletion and depreciation expense. 


Depreciation 

Depreciation is provided on other capital assets using the declining balance method at the rate of 20% per annum. 

Financing charges 

The costs of arranging debt financing were deferred and amortized over the term of the debt as interest expense, using the 
straight-line method. Upon reclassification of long-term debt to current (note 7), the Corporation expensed the previously 
deferred financing charges in the year ended December 31, 1998. 

Long-term debt 

The difference between the value ascribed to the Canadian Notes and the face value of the notes (the “Discount’’) is amortized 


as interest expense on a straight-line basis over the term of the debt (note 7). Upon reclassification of long-term debt to current 
(note 1), the Corporation expensed the previously unamortized Discount in the year ended December 31, 1998. 


Revenue recognition 


Sales of petroleum and refined products are recorded in the period in which the sale occurs. Produced but unsold products are 
recorded as inventory until sold. 


Royalties 


Royalties are recorded on the accrual basis and are paid to the government of the Republic of Kazakhstan in accordance with 
negotiated hydrocarbon agreements on a field-by-field basis. The Corporation's royalties, which are either fixed or are based on 
a sliding scale related to production in the specific field for a calendar year, vary from 3% to 15%. 


Financial instruments 


The Corporation has estimated the fair value of its financial instruments, which includes cash, cash equivalents, short term 
investments, accounts receivable, long term accounts and notes receivable, accounts payable, taxes payable and accrued taxes, 
accrued liabilities and long-term debt. The Corporation has used valuation methodologies and market information available as 
of year end and has determined that of such financial instruments, the carrying amounts approximate fair value in all cases 
except for loans receivable (note 5). 


Financial risks 


The Corporation is exposed to credit risk to the extent of non-performance by third parties in the payment of receivable 
amounts. 


The Corporation is also exposed to foreign currency risk to the extent that transactions and balances are denominated in 
currencies other than United States dollars. This msk could be significant for those transactions and balances denominated in 
the currency of Kazakhstan, the tenge, as the currency is relatively new and has, over its history, expenenced significant 
devaluations relative to United States dollars. 


The Corporation currently negotiates the price it receives for its crude oil and refined products which it sells in Kazakhstan. 
Sales prices are not directly dependent on world commodity prices for crude oil. 


Use of estimates 


The preparation of financial statements in accordance with generally accepted accounting principles requires management to 
make estimates and assumptions that affect the reported amounts of assets and liabilities at the date of the consolidated 
financial statements and the reported amounts of revenues and expenses during the reporting period. These estimates are 
subject to measurement uncertainty. Actual results could differ from and affect the results reported in these consolidated 
financial statements. 


ACQUISITION OF HKM 


On August 28, 1996, the Corporation entered into a Share Sale-Purchase Agreement (the "Agreement") with the Republic of 
Kazakhstan for the purchase of 100% of the issued common shares of HKM, a state owned joint stock company, operating in 
the South Turgai Basin, located in South Central Kazakhstan. 


HK™M also has a single class of preferred shares outstanding which are owned by current and former employees of HKM. The 
preferred shares are entitled to one vote per share which represents 10.5% of the aggregate voting shares. The preferred shares 
are entitled to an aggregate dividend preference of approximately $60,000 per annum and are non-participating except in a 
liquidation of HKM, in which event the holders of the preferred shares will participate to the extent of 10.5% of net assets. 


Under the terms of the Agreement, which was finalized and signed on December 12, 1996, the purchase price was $120 
million. Of the purchase price, $30 million was paid on each of September 5, 1996, December 12, 1996, March 31, 1997 and 


April 30, 1997. 


The acquisition of HKM was accounted for under the purchase method with an effective date of November 30, 1996. 
Hurricane's aggregate purchase price of $120,000,000 plus costs incurred by Hurricane associated with its acquisition of HKM 
of $4,666,000, was assigned to the assets and liabilities of HKM, including joint venture interests, as follows: 


CASH cui: ovce sade cece ss bouen be goaeseautauncaecis cates rece tect nce aaaene ates ston aaa eater te Seneca Bere cetacean a $ 1,993,000 
Accounts receivable:t.2 scat Se eee Ree Ee EN oe ann tes oo ean ne 33,428,000 
Prepayments to suppliers’ ..cce--. au ureceog et yrace Semmens eke reas aera tnaat greece et 892,000 
INVeNTItOTY.....::-.3-s0nvensesusdgeesanesues enteBsommpsdttss gtetees stem sse ented wale, Pee toae meee eee Sra akan ee ae 6,581,000 
Capital assets ssc.rs....catege. seovsvencooescucceuvessuone dtvaes onotedebe tutdepedsnicendsseh sattesretenedet «Manus Mapa estes ea 130,178,000 
173,072,000 
less: 
Accounts payable:and accried diabilitics © coco cph sce eee secre umes ieee ace $ 48,270,000 
Preferred shares of subsidiary 2:.cite-. sere ctoes estes eee, oe eee ee eee nae see 136,000 48,406,000 
Apgregate consideration’ s:. .2....cctahesecsas<sctsateetvaten ved pues nnaerli ns Sec ede pig rates eRe ays os ccs $124,666.000 
INVENTORY 
Inventory consists of the following: 
December 31 December 31 June 30 
1998 1997 1997 
Raw materials and supphies® 2.)e ee yeeee cece oor eee ems $ 4,999,415 $ 9,469,592 $ 6,629,947 
Crude-oil'and refiied products’. ances teen ee ee eee ee 8,092,913 7,500,000 13,441,730 
$ 13,092,328 $16,969,592 $ 20,071,677 


LONG-TERM ACCOUNTS RECEIVABLE AND NOTES AND LOANS RECEIVABLE 

Long-Term Accounts Receivable 

Accounts receivable for which settlement 1s not anticipated in the ensuing year have been classified as long-term. 
Notes Receivable 


During 1994 the Corporation advanced funds to certain officers and directors to enable them to purchase Class A common 
shares from treasury pursuant to share options. The advances are non-interest bearing with no fixed terms of repayment, 
supported by demand promissory notes. The Corporation does not anticipate demanding any repayment on these notes during 
calendar 1999; consequently, these notes are reflected as non-current assets. Due to the terms of the notes, the fair value cannot 
be determined. 


Investment — Advance to Transfer Terminal 


During 1997, the Corporation entered a joint venture agreement for the construction and operation of an oil transfer terminal 
(the “Transfer Terminal”) on the Kazakhstan/Chinese border. At December 31, 1997 the Corporation had advanced 
$1,000,020 towards the joint venture. 


During 1998, substantial construction of the Transfer Terminal commenced and the Investment — Advance to Transfer 
Terminal was invested in Transfer Terminal capital-in-progress. The Corporation has consolidated the accounts of this joint 
venture at December 31, 1998. 


Loan Receivable 


The Corporation, at December 31, 1998, had a loan outstanding in the amount of $2,225,000 (December 31, 1997 - 
$1,425,000, June 30, 1997 — nil) for the purpose of securing a contract for required marketing and related services. The 
contract expires November 30, 1999 and is renewable for a further two year term. The Corporation is committed to loan a 
maximum of $2,600,000. This loan is secured by 100% of the common voting shares of the borrower and is due December 31, 


2001, including accrued interest at the rate of 11.45%. 


Investment and loans receivable includes the following: 


December 31 December 31 June 30 
1998 1997 1997 
Notes, receivables incaucticc neces het tos eee en ae Pe ee $ 444,504 $ 476,043 $ 492,802 
Investment — Advance, to, [ransteral ermina | fee ose eee. ee tae —— 1,000,020 — 
TEOAMGLE CEI Va Cie ee tree cae ee ee cease it ec eee eae 2,225,000 1,425,000 = 


$ 2,669,504 


CAPITAL ASSETS 
December 31, 1998 
Accumulated 
Depletion and Net Book 
Cost Depreciation Value 
Oil and gas properties and equipment 
(GET TE wleetb ber ayn Mi Ane ise eye de Mahara Ul hae oapeg ch  soageep opine ly Tariana hae $ 1,282,934 $ 1,282,934 $ a 
Kazakbstanicc. cc ccscucescarceeis odie: ste ee ne eee te eT mee RE cco PRES Aa Aa Dee bo 247,185,951 52,113,000 
300,581,885 248 468,885 $2,113,000 
Othercapital*aSsets-. messi eee ee oe ee eee ee eee eee eta 24,763,577 71,624 24,691,953 


$ 325,345,462 


Accumulated 
Depletion and Net Book 
Cost Depreciation Value 
Oil and gas properties and equipment 
Canada vers cacti 2 ieee Re, Be enero eee OORT, tees $ 1,397,049 $ 608,886 $ 788,163 
Kazakhstani ecccis-cnccco ska ete eee aceon eee an pte SLL 207,985,275 31,738,014 176,247,261 
209,382,324 32,346,900 177,035,424 
Other capital assets -:.,ct2..9798e aeeath ce upees ere bape eyes, eMac ee oe IN 2,469,506 740,568 1,728,938 
$ 211,851,830 $33,087,468 $178,764,362 


Accumulated 
Depletion and Net Book 
Cost Depreciation Value 
Oil and gas properties and equipment 
LOOT sb: (aF, Penn nT NM niche Pn ena Ried eh nd 9 A Pd i PU Oa RRP $ 1,329,186 $ 584,975 $ 744,211 
Kazakhstan o:scicecsies teenieavctecvepoeee ct tute em raceme te mene ore ne at he ete, 160,789,753 16,266,000 144,523,753 
162,118,939 16,850,975 145,267,964 
Other capital asS€ts sjsceaces caret acncavsssn) ar oeeeee otenactat nce rene aeattins 2,437,562 487,000 1,950,562 


$ 164,556,501 


$ 2,901,063 


$ 248,540,509 


December 31, 1997 


June 30, 1997 


STLI337,979 


$ 492,802 


$ 76,804,953 


$ 147,218,526 


Excluded from the depletable base are undeveloped properties of $52,113,000 (December 31, 1997 - $48,313,000, June 30, 
1997 - $48,313,000). 


LONG-TERM DEBT 


Canadian Notes 


On March 26, 1997, Hurricane issued Canadian $110 million (U.S. $80 million) of Special Warrants under a Special Warrant 
Indenture (the ‘“Indenture”’), dated March 26, 1997. Under the terms of the Indenture, each Special Warrant was exercisable by 
the holder thereof, at no additional cost, into one unit, with each unit comprised of one $1,000 principal amount Note and 45 
Series 5 Warrants (see note 8(g)). In accordance with generally accepted accounting principles for compound financial 
instruments, Canadian $107,525,000 (U.S. $78,245,525) was ascribed to long-term debt and the remaining Canadian 
$2,475,000 (U.S. $1,801,048) to share capital. As of July 27, 1997, all of the Special Warrants were exercised or were deemed 
to have been exercised. As a result, Hurricane issued Canadian $110 million of 11% senior unsecured notes due 2002 (the 
“Canadian Notes”) under the Indenture. As at December 31, 1998, the unamortized discount is $nil (December 31, 1997 - 
$1,472,080; June 30, 1997 - $1,703,187). 


The Canadian Notes will mature on March 27, 2002 and all outstanding principal will be repayable on maturity. Interest on the 
Canadian Notes accrues at the rate of 11% per annum and is payable on June 1 and December | in each year through 2001, 
commencing June 1, 1997, with the final interest payment on March 26, 2002. 


The Canadian Notes are general unsecured obligations of Hurncane and rank equally in nght of payment to all existing and 
future unsecured debt of Hurnicane not subordinated by its express terms. The Canadian Notes rank senior in nght of payment 
to any and all existing and future subordinated debt of Hurncane. The Canadian Notes are not callable or otherwise redeemable 
at the option of the Corporation at any time prior to their stated maturity date. 


The Canadian Notes contain certain covenants which restrict the Corporation’s activities, including limitation of indebtedness, 
dividends, restricted payments, sale of assets, liens and related party transactions. 


On May 14, 1999, the Corporation obtained an Order from the Court of Queen’s Bench of Alberta, Judicial District of Calgary, 
under the Companies’ Creditors Arrangement Act. This action constituted an event of default under the terms of the Canadian 
Notes and caused the principal amount of the Canadian Notes together with all associated interest and other amounts, to 
become immediately due and payable. As a result, the Canadian Notes have been reclassified to current liabilities (note 13). 


On June 1, 1999, the Corporation failed to pay its semi-annual interest payment of $4,078,193 on the Canadian Notes. 


U.S. Notes 


On November 7, 1997, Hurricane issued $105 million of 11°%% senior unsecured notes due 2004 (the “U.S. Notes”). The U.S. 
Notes will mature on November 1, 2004 and all outstanding principal will be repayable on maturity. 


Interest on the U.S. Notes accrues at the rate of 114% per annum and 1s payable on May | and November | of each year, 
commencing May 1, 1998. 


The U.S. Notes are general unsecured obligations of Hurricane and rank equally in nght of payment with all existing and future 
unsecured debt of Hurricane which is not subordinated by its express terms. The U.S. Notes rank senior in right of payment to 
any and all existing and future unsecured subordinated debt of Hurncane. 


The U.S. Notes are redeemable at the option of Hurricane, in whole or in part, at any time on or after November 1, 2001 at 
redemption prices varying from 100% to approximately 109% of the principal amount thereof, plus accrued and unpaid 
interest, liquidated damages, and additional amounts, if any to the date of redemption depending on the redemption date. 
Notwithstanding the foregoing, any time prior to November 1, 2000, Hurricane may redeem up to 33 1/3% of the original 
aggregate principal amount of the U.S. Notes with the net proceeds of a public offering at a redemption price of 111 3/4% of 
the principal amount thereof, plus accrued and unpaid interest, liquidated damages and additional amounts, if any to the date of 
redemption; provided that at least 66 2/3% of the original aggregate principal amount of the U.S. Notes remains outstanding 
immediately after the occurrence of such redemption. The U.S. Notes also may be redeemed at the option of Hurmcane, in 
whole but not in part, at any time at a redemption price equal to the principal amount thereof plus accrued an unpaid interest, 
liquidated damages and additional amounts, if any, to the redemption date in the event of certain changes in certain applicable 
tax laws or in official interpretations thereof. 


The U.S. Notes contain certain covenants which restrict the Corporation’s activities, including limitation of indebtedness, 
dividends, restricted payments, sales of assets, liens and related affiliate transactions. 


On May 1, 1999, the Corporation failed to pay its semi-annual interest payment of $6,168,750 on the U.S. Notes. On May 14, 
1999, the Corporation obtained an Order from the Court of Queen’s Bench of Alberta, Judicial District of Calgary, under the 
Companies’ Creditors Arrangement Act. This action constituted an event of default under the terms of the U.S. Notes and 
caused the principal amount of the U.S. Notes together with all associated interest and other amounts, to become immediately 
due and payable. As a result, the U.S. Notes have been reclassified to current liabilities (note 13). 


Principal repayments, assuming that the Canadian Notes and U.S. Notes were to be re-paid under the originally prescribed 
terms of the Notes, are as follows for the five succeeding years and thereafter: 


1999 $ — 
2000 — 
2001 — 
2002 715871937 
2003 a 
Subsequent years 105,000,000 
Long term debt SPITS SVL 937 


As a result of the defaults under the long-term debt provisions, and the reclassification of the long-term debt as a current 
liability, the amortization of deferred financing charges, deferred foreign exchange gains and the discount on the Canadian 
Notes has been discontinued and all of the remaining unamortized amounts have been charged or credited to the Statement of 
Income (Loss) for the year ended December 31, 1998. Included 1n interest expense for the year ended December 31, 1998 is the 
unamortized deferred financing charges ($7,538,232) and the unamortized Discount ($1,051,127). 


Foreign exchange (gain) loss includes the wmte off of the deferred foreign exchange gain described above of $6,497,193. 


SHARE CAPITAL 


a) Authorized share capital consists of an unlimited number of no par value Class A common shares, and an unlimited 


number of no par value Class B redeemable preferred shares, issuable in series. 


b) Issued Class A common shares, including convertible special warrants: 


December 31, 1998 December 31, 1997 June 30, 1997 
Number Amount Number Amount Number Amount 

Balance, beginning of period ................ 42,900,259 $102,707,410 42,732,259 $102,439,703 13,221,973 $ 10,074,970 
Convertible special warrants issued 

for services provided (note (d))........... — — — — 150,000 252,581 
Stock options exercised for cash........... 610,000 860,506 60,000 1G eG pe 275,500 389,761 
Purchase warrants exercised for cash.... 1,193,000 1,876,573 108,000 173,903. 25,631,514 13,894,958 
Class A Special Warrants issued for 

G@ashn(MOten(e) \ee crete eee eee eee — — — — 12,223,000 40,148,540 
Class B Special Warrants issued for 

Cash (note E\\ cea een — — — — 11,230,272 40,979,808 
Special Warrants issued for cash 

(TOE (2) eee eerie s eee estcarane se eee: — — —_— — — 1,801,048 
Shares acquired pursuant to 

normal course issuer bids (note (i))..... (190,900) (199,270) 
[SSilanicexCOSts ace. in eee cere cette —_ = — (19,368) — _(5,101,963) 
Total issued during the period, net........ 1,612,100 2,537,809 168,000 26170 T2951 0286092 364,733 
Balancesend of periods.ces ener oe 44.512.359  $105,245.219 42,900,259 $102,707.410 42,732.259 $102,.439,703 


os) 


d) 


During February 1995, the Corporation completed a Cdn $4 million private placement of 2,666,666 special warrants at 
Cdn $1.50 each, realizing approximately Cdn $3.5 million after Underwmiter's commissions and other expenses related to 
the issue. The Corporation also issued 120,000 special warrants to three officers of the Corporation for services rendered 
during the preceding fiscal year. Each special warrant entitled the holder to receive upon exercise, which occurred during 
August 1995, one Class A common share, 0.5 of a Series | share purchase warrant, and 0.5 of a Series 2 share purchase 
warrant. Each full series | warrant entitled the holder to acquire, subject to adjustments, one Class A common share at a 
price of Cdn $1.90 until February 21, 1997, while each full Series 2 warrant entitled the holder to acquire, subject to 
adjustments, one Class A common share at a price of Cdn $2.25 until February 23, 1998. In connection with the private 
placement, the Corporation granted to its Underwnter compensation warrants entitling it to acquire until February 21, 
1997, up to 133,333 Class A common shares at a price of Cdn $1.50 per share and up to 133,333 Class A common shares 
at a price of Cdn $1.90 per share. All of the Senes | warrants and compensation warrants were exercised before the expiry 
date. The Series 2 warrants were exercised as to 200,333 warrants for the period ended December 31, 1997 and as to 
1,193,000 for the vear ended December 31, 1998. 


During March 1996, the Corporation completed a Cdn $5.6 million (U.S. $4.1 million) private placement of 2,550,000 
special warrants at Cdn $2.20 each, realizing approximately Cdn $5.1 million (U.S. $3.8 million), after the Underwmter's 
commissions and other expenses related to the issue. Each special warrant entitled the holder to receive upon exercise, 
which occurred during May, 1996, one Class A common share and 0.5 of a series 3 share purchase warrant. Each full 
series 3 warrant entitled the holder to acquire, subject to adjustments, one Class A common share at a price of Cdn $2.50 
until February 21, 1997. In connection with the private placement, the Corporation granted to its Underwriter 
compensation warrants entitling it to acquire until March 21, 1997, up to 150,000 Class A common shares at a price of 
Cdn $2.30 per share. All 1,275,000 Senes 3 warrants and all 150,000 compensation warrants were exercised prior to the 
expiry date. 


e) 


g) 


On September 5, 1996, the Corporation completed a Cdn. $55 million (U.S. $40.1 million) private placement of Class A 
Special Warrants. A total of 12,223,000 Class A Special Warrants, exchangeable into an equal number of Class A common 
shares of the Corporation, were issued at Cdn $4.50 per Class A Special Warrant. The Corporation failed to clear a final 
prospectus within the prescribed time period required by the Class A Special Warrant indenture, to qualify shares for 
exchange and as a consequence, each Class A Special Warrant entitled the holder to receive on exercise of the Class A 
Special Warrant an additional warrant ( a "Series 4 Warrant"). In accordance with the terms of the special warrant 
indenture governing the Class A Special Warrants, the Class A Special Warrants were deemed to have converted into 
12,223,000 common shares and 12,223,000 Series 4 Warrants. Five Series 4 Warrants, plus Cdn $5.10 entitled the holder 
to purchase one additional Class A common share of Hurmicane. During the year ended June 30, 1997, 2,384,457 Class A 
common shares were issued on exercise of 11,922,285 Senes 4 Warrants for gross proceeds of $8,798,646. The remaining 
300,715 Series 4 Warrants expired. 
On November 26, 1996, the Corporation issued by private placement a total of 10,476,000 Class B Special Warrants, 
exchangeable into an equal number of Class A common shares, for Cdn $55 million (U.S.$41.0 million). Under the terms 
of the issue, the Corporation did not qualify shares to be exchanged for the Class B Special Warrants within the prescribed 
time frame and as a consequence each Class B Special Warrant entitled the holder to receive an additional 0.072 Class A 
common shares. In accordance with the terms of the special warrant indenture governing the Class B Special Warrants, the 
Class B Special Warrants were deemed to have converted into 11,230,272 Class A common shares. 
On March 26, 1997, the Corporation issued 110,000 Special Warrants (see Note 7). Each Special Warrant was exercisable, 
partially into 45 Series 5 Warrants. As described in Note 7, Cdn $2,475,000 (U.S.$1,801,048) of the proceeds were 
allocated to the Series 5 Warrants. Each Series 5 Warrant entitles the holder to purchase one common share of the 
Corporation at a price of Cdn $6.25 until March 26, 2002. If after March 26, 2600, the current market price of the common 
shares of the Corporation is greater than Cdn $12.50, the Corporation has the nght to accelerate the expiry date to 20 days 
after the date the Corporation gives the required notice to the holders of Series 5 Warrants. The Special Warrants were 
deemed to be exercised 5 days after a receipt was issued for the prospectus which was dated July 21, 1997; accordingly, 
4,950,000 Series 5 Warrants were issued. All 4,950,000 Senes 5 warrants are currently outstanding at December 31, 1998 
and 4,950,000 shares have been reserved for issuance upon the potential exercise of these warrants. 
The following stock options were outstanding at December 31, 1998: 
Exercise Price 
Date of Grant Number Outstanding Cdn$ Expiry Date 
May 271995258. A ee en nN a ee 40,000 2.00 May 1, 1999 
Julysh 29950 tn cee tele ee eee te. Deke: 50,000 2.00 July 12, 1999 
Decemberi27 41995. Ae) eee eee Sonn tes 10,000 LS December 26, 1999 
February 3, 1996s05-25- seed gee ae ese. 100,000 1.90 February 2, 2000 
March .1.3.,41:996° sc catiscunacsebcteat de elke ease Anita et 35,000 2115 March 12, 2000 
AS TUSt 2001.99 6 tc) -etazc cies aie, one ee Cee mine rte 40,000 4.50 August 19, 2000 
September bie 1996 tata cate eee ae ee 40,000 5.10 September 17, 2000 
INGVEMDET Ooh 990 wecne.; kere rmems oare es eree CoC es See RAA RSE 47,500 4.04 November 4, 2000 
INOVEMDET: 13:5 199 Oiceecee cemeet an hers ate neta cater awe 44,000 4.04 November 12, 2001 
INOVEMDED Foe LOIG oe costeste menace erento een ee eeeee ree $35,000 5.70 November 12, 2001 
jee msgs]. y Ea hee) oi eiret, Guntettonce torte oy. etunncs nena eh iat tattes ts ES 30,000 4.04 December 2, 2001 
JAM ALY Po) SO wanress ecto tne corse ace Tee Reta mee ne ea eee 15,000 4.04 January 13, 2002 
Wiarelet'Z, 199 Piers connec ie encren arene eee rete rs cesar 50,000 6.10 March 11, 2002 
Whareh 120199 7h BR ee Necrt cesntteeer eet ere teens cre? 100,000 4.04 March 11, 2002 
une 1 G1 997 Cae, Pk aE, 2k Rp ech 90,000 4.04 June 15, 2002 
July 225 [OO TG Mette ee Saar er IL ate 50,000 6.60 July 21, 2002 
August 20/4199 Jen tne Bee Pee Ce See eet neem een 75,000 4.04 August 26, 2002 
August: 2719902: ateue kee ced. See a eee 1,340,000 9.30 August 26, 2002 
October 6, 1997. seeasetieseerincctseiyin.s emma deh comheeteeet 5,000 4.04 October 5, 2002 
Marchi Jin] 998. derntte sc gsctsan ays bpbeets poeetenta. senheaen aitian oe 40,000 4.04 March 26, 2002 
April 1491998 i cnncaesbheuei res bcase tori tecectnes ices 125,000 9.65 Apmil 13, 2003 
ALUSUSt 4 op) O9 Boos, tinct ntti tt copa unt Mn ei ecea 30,000 4.04 August 3, 2003 


2,891,500 


The above table reflects 499,000 stock options which were re-priced to an exercise price of $4.04 Cdn. per share on October 
21, 1998. 


i) During the year, the Corporation, under its Normal Course Issuer Bid, purchased for cancellation 190,900 Class A 
common shares for an aggregate consideration of $389,800. The excess of the purchase price over the stated value of 
$190,530 was charged to retained earnings. 


INCOME TAXES AND GOVERNMENT CHARGES 


The Corporation and its subsidiaries are required to file tax returns in each of the jurisdictions in which they operate. The prime 
operating jurisdictions are Canada and Kazakhstan. 


The provision for income taxes differs from the results which would have been obtained by applying the combined Canadian 
Federal and Provincial income tax rate to Hurncane's income before income taxes. This difference results from the following 


items: 
Year Ended Six Months Ended Year Ended 
December 31 December 31 June 30 
1998 1997 1997 
Effective combined Canadian federal and 
Provincial:income.taxitates 141 eee eee 44.6% 44 6% 44.6% 
Expected tax- expense: coo avacanpee eee eee ee $ (102,252,683) $ 10,219,312 $10,025,097 
Non=-deduchblé/amounts: Net.-.1.0. cut eee ee 32137538 2,165,800 1,746,589 
Lowerforeign: tax tates. 2: ceecr-ct eee ee ee (1,079,845) (4,335,227) (3,785,178) 
Deferred income tax benefit not recognized ............... 103,751,990 3,152,082 1,945,276 
Deferred income tax benefit recognized ..................... (360,000) (4,132,500) — 
Other taxes and government charges.............::ceeeeee 19.447.404 — 37,941 
Income: tax eXpensekenncn es. exces eee nee eee $ 22,644,404 $ 7,069,467 Se 909 725 


The Corporation’s principal subsidiary, HKM, and the Corporation’s other subsidiaries and joint ventures operating in 
Kazakhstan are separate taxpayers under Kazakhstani tax legislation. 


Taxes are payable in Kazakhstan based on financial statements prepared in accordance with the laws of Kazakhstan rather than 
financial statements prepared in accordance with generally accepted accounting principles ("GAAP") in Canada. The majority 
of the differences between the two sets of financial statements are timing differences where an expense or revenue item is 
recorded for Canadian GAAP purposes earlier than allowed under Kazakhstani law. The provision for Kazakhstani income 
taxes has been calculated by applying the Kazakhstan: statutory tax rate of 30% to the income of Hurricane's Kazakhstan 
subsidiaries. For 1998, other subsidianes have tax deductions available in excess of accounting deductions, the benefits of 
which have not been recognized. 


Other taxes and government charges consists of amounts paid or accrued as payable for assessments, fines, penalties and 
interest related to prior year’s filings of $19,447,404. This amount includes amounts which is some cases have been actively 
appealed by the Corporation. If the Corporation is successful in its appeals, the consequent reductions will likely be applied 
against future liabilities. In light of the uncertainty in the timing of these recoveries, the Corporation has chosen to provide for 
these items at this time. 


10. 


Lis 


SEGMENTED INFORMATION 


The Corporation's oil and natural gas exploration, development and production activities are conducted in both Canada and the 
Republic of Kazakhstan. The following information relates to the Corporation's operations by country: 


Six Months 
Year Ended Ended Year Ended 
December 31 December 31 June 30 
1998 1997 1997 
REVENUE 
Gara a esa dack cess A or SORE ade AI ME ce eet eR or $ 23052) $ 156,627 $ 190,927 
Kazakhstan acct sheets aie Ae ee RE ee ee Sow teres 173,849,025 93,771,744 84,477,595 
GCOmpONa te ie ae het ee shade tie ea se RE a Ne a) ch re Sa 1,869,584 875.807 505,754 
DESC Rk I aR ti Aen 0h vty ores ie 8 eo perce catenin TH 4 $ 175,949,144 $ 94,804,178 $ 85,174,276 


(OPT ale TF weet casas ln hatin cee aA ts rar cht athens flea naan replat ees $ (97,787) $ (34,041) Sey 10,559) 

Kazakhstani cats, Ss ie mee eee cence morte ie nse EN, RAE e alsa c ee (6,277,201) 8359 313 27,482,535 
fo) vA Ae Si i tees ed mae  ase hci lt retest i Meanie il Bak ROM (6,374,988) 3350251272 26,705,976 
Administration and other Expenses .eee. mrret ee ee ee teenie ee eee (3,827,100) (4,053,390) (2,153,716) 
Interest and financing costs on long-term debt_7. 2a... (28,408,784) (6,027,033) (2,139,603) 
Foreienrexchange gaini(loss)ic. ter casei ete eee mere seas ree cee 5,426,123 (31,594) 65,139 
Cetling, test: write<do wn jy eee eee tees aa Boe osc ee areceeveceecnere (173,436,952) a — 
income faxesiand government chargesi sete tee ee reerenereen cree (22,644,404) (7,069,467) (9,969,725) 
NE TRINGOMEM LOSS) it) cem ceaeteceete eee a pages Ee ee a, $(229,266,105) $15,843,788 $12,508,071 
TOTAL ASSETS 

(EEG EI ee ee ee RS ce eee a ns eT ee ee $ 1,452,366 $ 1,492,280 $ 1,127,344 

KAZ AR US ta Dik Sek Meace Sit iene, eee et ee ea ee 127,704,033 250,916,740 232,620,368 

COTO RAC sap ssa oats ahi eek eee ee eee peace Rene ela tce 531,044 102,888,881 21,814,945 
Aa) 67 be ame ete i mt ae. portal eae bate: Se ey ea IN eA ena a $ 129,687,443 $ 355,297,901 $ 255,562,657 


COMMITMENTS AND CONTINGENCIES 


Kazakhstani Environment 


In recent years, Kazakhstan has undergone substantial political and economic change. As an emerging market, Kazakhstan’s 
business infrastructure 1s not as advanced as those generally existing in more developed free market economies. As a result, 
operations carned out in Kazakhstan can involve nsks that are not typically associated with those in developed markets. The 
development of instability in the on-going market transformation process could lead to changes in the fundamental business 
infrastructure in which the Corporation currently operates. Changes in the political, legal, tax or regulatory environment could 
adversely impact the Corporation's operations. 


Government Taxes and Legislation 


Kazakhstan currently has a number of laws related to various taxes imposed by both federal and regional taxation authorities. 
Applicable taxes include value added tax, corporate income tax, a number of revenue based taxes, and payroll taxes. Laws 
related to these taxes have not been in force for significant periods, in contrast to more developed market economies; therefore, 
rules, accepted and admunistrative practices and regulations are often difficult to interpret, ambiguous or nonexistent. 
Accordingly, few precedents with regard to issues have been established. Often, differing opinions regarding legal 
interpretation exist both among and within government ministries, thus creating uncertainties and areas of conflict. Tax 
declarations, together with other legal compliance matters, are subject to review and investigation by a number of authorities 
who are enabled by law to impose significant fines, penalties and interest charges. These issues create tax risks in Kazakhstan 
substantially greater than nsks typically arising in countries with more developed tax systems. 


Generally, tax declarations remain open and subject to inspection for a period of five years. The fact that a year has been 
reviewed does not close that year, or any tax declaration applicable to that year, from further review during the five year 
period. Substantially all taxes were reviewed by the tax authorities through 1998. 


Management believes that it has adequately provided for tax liabilities in the accompanying financial statements; however, 
significant risk remains that authorities could take differing positions with regard to interpretive issues and the impact on the 
Corporation’s financial position could be significant. 


At December 31, 1998, the Corporation has accounts receivable of approximately $4,622,000 and long-term accounts 
receivable of $3,078,000, in respect of amounts the Corporation believes are due from relevant tax authorities in Kazakhstan 
and which are in dispute. The relevant taxation authorities have acknowledged the Corporation’s claims with respect to these 
amounts, but have not agreed with the Corporation’s position, made cash settlements or allowed the application of cash taxes 
otherwise payable against these disputed amounts. The Corporation believes that it will receive cash settlement of such 
balances in current and future periods or will be able to reduce cash taxes otherwise payable against such amounts when 
successfully resolved in the Corporation’s favour. 


In addition, relevant tax authonties have claimed the Corporation owes approximately $6,100,000 relating to a particular 
unresolved tax matter. The Corporation does not believe that this claim is valid and accordingly has not recorded any amount 
in respect of this claim. 


Production Licenses 


The Corporation has a 50% interest in the Kumkol North field through a joint venture with OJSC Oil Company LUKoil, a 
Russian oil company (“LUKoil”). The joint venture, Kumkol-LUKoil CJSC ("Kumkol-LUKoil"), is the operator of the Kumkol 
North field. Kumkol-LUKoil, under the exploration and production license dated December 20, 1995 (the "Kumkol North 
License") for the Kumkol North producing oil field, has committed to invest 5.3 billion tenge, 5.4 billion tenge, 2.6 billion 
tenge and 2.5 billion tenge in 1996, 1997, 1998 and 1999, respectively, which, at the exchange rate in effect at December 31, 
1995, would be approximately $82.0 million, $84.8 million, $41.1 million and $38.8 million, respectively, and at the exchange 
rate in effect at December 31, 1998 would be approximately $63.2 million, $64.4 million, $31.0 million and $29.8 million, 
respectively. 


Kumkol-LUKoil did not satisfy this commitment in 1996, 1997 or 1998. The Corporation intends to seek to renegotiate the 
terms of the Kumkol North License, including obtaining a waiver of any breaches of its capital investment commitments under 
such license. Any such renegotiation would require the approval of LUKoil. There can be no assurance that either LUKoil or 
the Government of Kazakhstan will agree to renegotiate the Kumkol North License or that the Government of Kazakhstan will 
waive the breach of the Company's capital investment commitments under such license. The failure to satisfy the capital 
investment commitments with respect to the Kumkol North producing oil field may result in the cancellation of the Kumkol 
North License. To date, the Corporation has received no notice from the Government of Kazakhstan of its intent to terminate 
the Kumkol North License. The Kumkol North producing oil field represents approximately 29% of the Corporation's net 
proved reserves. Under the Share Sale-Purchase Agreement, HKM has the right to have the license for the Kumkol North 
producing oil field reissued to HKM in the event of the cancellation of the existing Kumkol North License. 


Capital Expenditures Commitment 


Pursuant to the Share Sale-Purchase Agreement with the Republic of Kazakhstan (note 3), a commitment was made to invest, 
in Kazakhstan, an aggregate of $280 million U.S. in capital expenditures, investments or other items which may be treated as 
capital assets of HKM on or before December 31, 2002. These expenditures will be used to further exploit and develop existing 
fields and to explore for new additional reserves to enhance future production and revenues. If the required investment is not 
made within the agreed time period, Hurricane will be required to pay a penalty of 15% of the amount not invested. 
Expenditures relating to the construction of the road to Kyzl-Orda and the gas processing plant, as described below, may be 
applied against the commitment. As at December 31, 1998, approximately $174.3 million (December 31, 1997 - $59.9 million; 
June 30, 1997 - $27.8 million) of expenditures have been made towards satisfying this commitment. 


12. 


The State Privatization Committee (the “Privatization Committee”) is the relevant government authority responsible for 
administering the Corporation’s compliance with the capital expenditures commitment and, on an annual basis, the Corporation 
submits a report of its capital expenditures. The Privatization Committee has performed an audit of the expenditures made in 
calendar 1997 and has not invalidated any expenditures in the report filed with the Pnvatization Committee. However, there is 
no certainty that the Privatization Committee will continue to concur with the nature and quantity of the expenditures the 
Corporation has filed or will file in the future in reports to the Privatization Committee. 


Road Construction 


HKM is constructing a road from Kyzl-Orda to the Kumkol Field for the purpose of accelerating development of the Kumkol 
Field. To December 31, 1998, $40.3 million (December 31, 1997 - $20.6 million; June 30, 1997 - $18.2 million) has been 
expended. Further expenditures to complete the road are estimated by HKM management to be approximately $12.4 million 
(December 31, 1997 - $32.1 million, June 30, 1997 - $34.5 million). The Share Sale Purchase Agreement obligates the 
Ministry of Oil and Gas Industry of Kazakhstan to ensure that all entities participating in the development of the South Turgai 
fields (fields adjacent to the Kumkol Field), bear their proportionate share in the construction costs. The amount to be 
recovered through their participation is presently not determinable and no amount has been recorded for this recovery. 


Environmental Matters 


Gas and gas liquids produced in the Kumkol Field are currently being flared. HKM has undertaken to conduct a feasibility 
study regarding the extraction of the gas and gas liquids and the construction of a facility which would use the gas to produce 
electricity. 


Relationship with Refinery 


On December 3, 1998 the Committee of the Republic of Kazakhstan for the Regulation of Natural Monopolies and the 
Protection of Competition (the “ Competition Committee’’) issued a Warrant (the “Warrant’”) to OAO Shymkentnefteorgsyntez 
(“ShNOS”) providing for the immediate cessation of alleged violations of anti-monopoly legislation. The Committee alleged 
that ShNOS, in violation of the law of the Republic of Kazakhstan concerning unfair competition, had used their position as a 
monopolist to reduce the number of crude oil suppliers to ShNOS from fifteen to one. The Warrant also alleged that in 
contradiction to the law of the Republic of Kazakhstan concerning the development of competition and limitation of 
monopolistic activity, ShNOS had taken actions to ensure that they became an enterprise with a dominant market position. The 
Corporation maintains that the activities of ShNOS adversely impacted current year earnings and operating results. 


The Corporation delivers all of its production by pipeline to the ShNOS refinery in Southem Kazakhstan. The Corporation 
may sell crude to SHNOS or pay ShHNOS a fee to refine the crude and sell the refined products in competition with ShNOS and 
others. The processing fee has been set at $20 per metric tonne in a contract which expires in September 1999. 


The Corporation 1s currently in merger negotiations with SHNOS (note 13). The outcome of the Warrant and its impact on the 
Corporation are not determinable at this time. 


Employee Salaries and Wages 


The Corporation has not paid certain employees’ regular salaries and wages in full since October, 1998. The Corporation has 
accrued the outstanding salanes and wages payable to December 31, 1998 and is committed to paying these wages and salanes 
in full. 


INCOME (LOSS) PER SHARE 


The income per share calculations are based on the weighted average number of Class A common shares outstanding during 
the period. Exercise of outstanding purchase warrants and stock options would result in a fully diluted loss per share for the 
year ended December 31, 1998 of $5.18 (income per share for six-months ended December 31, 1997 - $0.33; year ended June 
30, 1997 - $0.37). 


tS: 


COMMITMENTS AND CONTINGENCIES ARISING SUBSEQUENT TO YEAR END 


Companies’ Creditors Arrangement Act 


On May 14, 1999, the corporation, as a result of financial difficulties, applied for and obtained an order from the Court of 
Queen’s Bench of Alberta (the “Court”) under the CCAA. 


The initial order received from the court provided protection to the Corporation from the legal actions of creditors until June 
11, 1999 while the Corporation prepares a plan to arrange its financial affairs. The Court has granted an extension in the 
CCAA protection to September 30, 1999, provided that the Corporation files a plan to arrange its financial affairs by July 22, 
1999. 


While the Corporation believes the Court will continue to extend the period of protection to allow for satisfactory arrangement 
of the Corporations’ financial affairs, there can be no certainty that the Court will continue to provide protection under CCAA 
for a time period sufficient for the Corporation to satisfactorily arrange its financial affairs. At this time, it is not determinable 
what the outcome of this matter will be, nor can it be determined what the impact may be on the Corporation’s operations. 


Default on Long-Term Debt 


The Corporation has not paid interest amounts due under the terms of both the U.S. and Canadian Notes. Interest payments of 
$6,168,750 and $4,078,193 were due on May 1, 1999 and June 1, 1999 on the U.S. and Canadian Notes respectively. This 
non-payment of interest constitutes an act of default under the terms of the U.S. and Canadian Notes. The Corporation is 
presently pursuing resolution of the default. However, there can be no certainty that the holders of the Notes will not exercise 
their nights and privileges available under the terms of both Notes. 


At this time, it 1s not determinable what the outcome of this matter will be, nor can it be determined what the impact may be on 
the Corporation’s operations. 


Proposed Acquisition of OAO Shymkentnefteorgsyntez 


On April 23, 1999, the Corporation signed a letter of intent with OAO Shymkentnefteorgsyntez (“ShNOS”) in which both 
parties have agreed to negotiate the acquisition of ShNOS by the Corporation. 


The material terms of this proposed acquisition are as follows: 

* Hurmcane will be reorganized under a “plan of arrangement” which Is to include a conversion of all or an agreed lesser 
amount of the long-term debt to equity, and a satisfaction of all trade creditors and wage creditors and a new cash equity 
investment 1s to be made if required. 


* ShNOS shall not have any long-term debt. 


* Hurmncane is to acquire all of the shares of SANOS for common shares of Hurricane. The ratio of shares to be held by the 
shareholders of each entity has been determined subject to specific conditions being met by each party to the agreement. 


* ShNOS will pay $7 million to Hurncane as a prepayment for crude oil or refined products. The amount is required to be 
repaid through retention by ShNOS of 25% of amounts payable to Hurricane (not to exceed $1,750,000 per 30 day period) 
under the terms of the Joint-Marketing Agreement signed concurrently with the letter of intent. The advance bears no interest 
and is due in the current penod. 


* The transaction is subject to completion of due diligence investigations to be completed by both parties. 


+ The parties agreed to proceed to develop a plan of arrangement and a definitive agreement. 
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Joint Marketing Agreement and Advance of Funds from OAO Shymkentnefteorgsyntez 


On April 23, 1999, in conjunction with the signing of the letter of intent with ShNOS, the Corporation also entered into a joint 
marketing agreement with ShNOS to govern supply of crude oil to the refinery, the processing by the refinery and the joint 
marketing of refined products. 


Lawsuits 


The Corporation has been named as defendant in lawsuits filed by former suppliers to the Corporation in Kazakhstan and 
Canada with respect to certain amounts that have not been paid within contractual credit terms. The Corporation remains 
committed to paying such amounts. 


In addition, the Corporation has been named as defendant in a lawsuit filed by a former executive of the Corporation claiming, 
in aggregate, $2.3 million. The Corporation believes that this lawsuit is without merit and, accordingly, no amount has been 
recorded in the consolidated financial statements for the year ended December 31, 1998. 


Currency Devaluation 


On April 4, 1999, the Government of the Republic of Kazakhstan and the National Bank of the Republic of Kazakhstan 
announced their joint decision to introduce a free-floating exchange rate for Kazakhstan’s currency, the tenge. In taking the 
decision to allow the tenge to adjust for market rates, the Chairman of the National Bank alluded to the pressure put on the 
tenge by continuing devaluation of the Russian Federation’s currency, the rouble. The devaluation of the rouble, along with 
other factors, had made certain Russian oil products more competitive than those of the Corporation. The full impact of the 
continuing deterioration of the Russian economy and the change in current Government policy regarding the tenge on the 
Corporation’s operations can not be determined at this time. 


SUBSEQUENT EVENTS 

Marketing Agreements 

On April 9, 1999, the Corporation signed a crude oil purchase/sale agreement for exporting 15,000 to 40,000 metric tons per 
month, for a price based on Brent prices less a differential to be negotiated monthly, initially set at $9.85 per barrel. The 


agreement 1s for a one year term and may be cancelled by seller or buyer on 60 days notice. 


The Corporation has, on May 9, 1999, signed a long-term agreement which sets out the framework for exports to China. The 
volumes and prices are to be agreed upon on a month by month basis. 


Advance Under Joint Marketing Agreement 


Pursuant to the terms of the joint marketing agreement, ShNOS provided the Corporation with a $7,000,000 short term credit 
advance against future delivery of crude oil. The advance bears no interest and is due in the current penod. 


COMPARATIVE FIGURES 


The presentation of certain accounts for previous periods has been changed to conform with the presentation adopted for the 
current year. 


YEAR 2000 ISSUE 


The Year 2000 Issue arises because many computerized systems use two digits rather than four to identify a year. Date 
sensitive systems may recognize the year 2000 as 1900 or some other date, resulting in errors when information using year 
2000 dates is processed. In addition, similar problems may arise in some systems which use certain dates in 1999 to represent 
something other than a date. 


It is uncertain as to whether the Kazakhstani government and other Kazakhstani organizations providing significant 
infrastructure services have sufficiently addressed the Year 2000 Issue to mitigate disruption of service or an adverse affect on 
the operations of the Corporation. Furthermore, the current economic situation in Kazakhstan could also adversely affect the 
ability of these and other organizations to fund Year 2000 compliance programmes. 


The effects of the Year 2000 Issue may be experienced before, on, or after January 1, 2000, and, if not addressed, the impact on 
operations and financial reporting may range from minor errors to significant systems failure, which could affect an entity’s 
ability to conduct normal business operations. It is not possible to be certain that all aspects of the Year 2000 Issue affecting the 
Corporation, including those related to the efforts of customers, suppliers, or other third parties, will be fully resolved. 


These financial statements do no include any adjustments that might be necessary as a result of this uncertainty. 


FUTURE ORIENTED FINANCIAL INFORMATION 


Sales (BOE) 
Sales (BOPD) 


(US $,000's) 
Revenue 
Oil Sales 
Interest, etc. 


Expenses 
Production 
Provision 
Royalties 
General & administrative 
Interest and deferred financing costs on long-term 
debt 
Depletion and depreciation 
Ceiling test write-down 
Foreign exchange gain 


Income before tax 
Taxes and other government charges 


Net income 


Cash Flow from Operations 
EBITDA 


In its report for the nine months ended September 30,1998, the Company issued a reforecast of its results for 1998. Actual sales 
volume for the year was 678,549 bartels lower than forecast. Combined with lower than expected prices, this resulted in revenues 
being $17.6 million lower than the reforecast. For the most part, costs were also lower than the reforecast, with the notable exceptions 
being the ceiling test wnte-down, interest charges related to the reclassification of the long-term debt and the additional provisions for 
taxes and other government charges which negatively impacted fourth quarter results. The combined effect of these factors was to 
produce a cash flow deficit for the year of $11.8 million compared with the reforecast cash flow of $23.4 million and earnings before 


1998 
Reforecast 


19,875,462 
54,453 


190:322 
3,245 
1935607, 


Tele? 
11,000 
14,175 
43,898 


22,016 
42,985 


(4,308) 
207,895 
(14,328) 

6,294 


$ (20,622) 


2353 Sy) 
45,082 


1998 
Actual 


P97196,913 
52,594 


$ Lei 2 
4,197 
175,949 


75,492 
12,500 
eas Oe 
41,071 


30,541 
42,779 
173,437 
(5,426) 


382,571 
(206,622) 


22,644 
$ (229,266) 


$ (11,891) 
$ 28,961 


Variance 


(678,549) 
(1,859) 


$ (18,570) 
952 
(17,618) 


(2,637) 

1,500 
(1,998) 
(2,827) 


7,525 

(206) 
173,437 
(1,118) 


174,676 
(192,294) 


(16,350) 
$ (208,644) 


$ (35,248) 
Se (16.021) 


interest, taxes, depreciation and amortisation of $28.9 million compared with $45.1 million in the reforecast. 
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TRANSFER AGENTS 


Montreal Trust Company of Canada 
Calgary, Alberta 
Toronto, Ontario 
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Montreal Trust Company of Canada 
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Marine Midland Bank 
New York, New York — U.S. Note Issue 
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Frankfurt (HHLa.F) 
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Hurricane Hydrocarbons Ltd. 
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Calgary, Alberta 

Canada T2P 3C4 

Tel (403) 221-8435 

Fax: (403) 221-8425 

Website: www.hurricane-hhl.com 
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